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1.  lUTRCfOClIOl 


The  bolcv  pdcajrapbs  ccpceseot  the  Governaent's  profit 
policy  as  it  currently  exists  in  the  Federal  Acgoisition 
hc  julation  (FAH)  : 

It  is  in  the  Governaent's  interest  to  offer  con-* 
tractors  opportunities  for  financial  rewards  suf¬ 
ficient  to  (1)  stimulate  efficient  contract  per- 
fcraance,  (2)  attract  the  best  capabilities  of 
qualified  large  and  snail  business  concerns  to 
Governuent  contracts,  and  (3)  aaintain  a  viable 
itilustrial  base. 

Both  the  Govern  cent  and  contractors  should  be  con¬ 
cerned  with  profit  as  a  notivater  of  efficient  and 
effective  contract  perfornance.  Negotiations 
aimed  merely  at  reducing  prices  by  reducing  prof¬ 
it,  without  prcjjer  recognition  of  the  function  of 
profit,  are  not  in  the  Goveruuent's  interests. 
Negoti.ition  of  extremely  low  profits,  use  of  his« 
torical  averages,  or  autonatic  application  of  pre- 
deterained  percentages  of  total  estinated  costs  do 
not  provide  proper  motivation  for  optinun  contract 
performance.  kith  the  exception  of  statutory 
ceilings  on  profit  and  fee,  agencies  shall  not  (1) 
establish  adnin istrati ve  ceilings  or  (2)  create 
adainistrative  procedures  that  could  be  represent¬ 
ed  to  contracters  as  de  facto  ceilings.  (l* 
15.901  (b)-  (c)] 

This  policy  statement  is  supplcnented  with  a  Department 

of  Defense  (UOD)  statement  as  indicated  below: 

Furtheroore,  low  average  profit  rates  on  defense 
contracts  overall  are  detrinental  to  the  public 
interest.  Effective  national  defense  in  a  free 
enterprise  econemy  reguires  that  the  best  indus¬ 
trial  capabilities  be  attracted  to  defense  con¬ 
tracts.  These  capabilities  will  be  driven  away 
from  the  defense  market  if  defense  contracts  are 
characterized  by  low  profit  opportunities.  Con- 


s£:juently,  negctidtions  diaed  aerely  at  reducing 
prices  by  reducinj  profits,  with  ao  realization,  of 
the  function  of  profit,  cannot  be  condoned.  For 
each  contract  in  which  profit  is  negotiated  as  a 
separate  element  of  the  contract  price,  the  aia  of 
negotiation  should  be  to  eaploy  the  profit  .aotive 
so  as  to  iapel  effective  contract  perforaance  by 
which  cverall  costs  are  econoaically  controlled. 
To  this  end,  the  profit  objective  aust  be  fitted 
to  the  circumstances  of  the  particular  acquisi¬ 
tion,  giving  due  weight  to  each  of  the  effort, 
risk,  facilities  investment,  and  special  factors 
set  forth  (in  weighted  guidelines).  This  will  re¬ 
sult  in  a  wider  range  of  profits  which,  in  aany 
cases,  will  be  significantly  higher  than  previous 
noras.  C^i  15.901"}  ^ 

The  above  policy  statements  indicate  that  it  is  the  Gov¬ 
ernment's  belief  that  profit  is  the  basic  notivating  force 
behind  the  contractor.  There  is  an  implied  assumption  on 
the  part  of  the  Government  that  the  contractor  will  be  prop¬ 
erly  motivated  if  given  the  opportunity  to  increase  his 
profits.  The  contractor,  by  accepting  the  contract,  appears 
to  be  agreeing  with  the  Government. 

brigadier  General  Bernard  L.  Heiss,  OSAF,  recently  indi¬ 
cated  that  large  corporate  OOD  contractors  should  be  treated 
as  "public  utilities"  and  implied  that  these  corporate  gi- 
di. ts  have  a  acnopoly  over  the  supply  of  their  unique  defense 
product  while  the  consume!  (OOD)  has  little  if  any  power 
over  the  contractor  to  refuse  the  product  at  the  contrac¬ 
tor's  price  once  Cong  less  has  authorized  the  program  and  ap- 


[irupciatod  funds.  FuiLhoraorG,  General  ieiss  indicated  that 
c^L'iOrato  prjfit  goals  ar£  to  attain  adequate  levels,  not 
adeguate  rates.  C3'D 

Herein  lies  the  dileoma.  Arc  contractors  strictly  soti- 
vattd  by  the  "profit  aotive"  as  the  aoTernBent*s  profit  pol- 
ijy  implies,  or  are  the  contractors  sotivated  by  soae  other 
forces?  Clearly,  it  is  the  belief  of  GoTernnent  and  DOD 
polxcy  aakers  that  profit  aaxiaization  is  the  priae  industry 
laotivater  for  iaproved  perforaance.  Additionally,  '  it  is 
clear  that  is  is  DOO's  intcntioa  to  use  profits  to  sotivate 
contractor  porforuance.  The  purpose  of  this  paper  is  to  ex- 
p:.orc  the  profit  motive  and  exavine  those  forces  which  act 
tj  uiotivate  and  influence  ccntractor*s  perforaance. 

To  gain  a  tetter  understanding  of  the  present  profit  pol¬ 
icy,  it  would  be  helpful  to  briefly  exaaine  the  historical 
development  of  this  policy. 


2.  HISTOBICAL  IEHSPECTIJI 

.Tistor icaily,  purchasing  by  the  Governaent  has  been  on 
tiu  basis  cf  price  competition  and  as  such  negated  any  need 
for  a  profit  policy.  It  was  felt  that  the  coapetition  in 
the  market  place  among  independent  contractors  would  result 


in  the  Governaent  receiving  a  fair  and  reasonable  price. 

[4 :  27] 

Ccst-plus-percentage-of-cost  (CPPC)  contracts  were  used 
i-jularly  during  the  1930  's.  k  general  lack  of  coapetition 
resulted  in  an  increase  in  the  number  of  contracts  negotiat¬ 
ed  on  either  expected  or  actual  costs.  ^5:  1^  In  a  CPPC 
contract,  the  profit  or  fee  is  determined  by  applying  a 
fixed  percentage  to  the  costs  incurred.  Therefore,  as  costs 
increased,  so  did  profits.  If  costs  decreased,  profit's  also 
fell.  The  contractor  was  therefore  motivated  to  actually 
increase  his  costs!  Responding  to  public  pressure.  Congress 
passed  numerous  legislative  actions  designed  to  control 
anuses  such  as  CPPC  contracts.  For  example,  the  Vinson- 
Trammeil  Act  of  1934  limited  profits  to  ten  percent  on  Havy 
ships  and  aircraft  and  reguired  audits  and  inspections  of 
contractor  records.  fe:  22J 

The  potential  for  contractor  fraud,  waste  and  abuse  sur¬ 
faced  again  during  World  War  II  with  a  shortage  of  supplier 
capacity,  resulting  in  the  Renegotiation  Act  of  1942.  This 
Act  called  for  tie  renegotiation  of  both  prime  and  sub  con¬ 
tracts  in  excess  of  $100,000  and  aade  possible  the  recovery 
of  excessive  profits  along  with  unallowable  costs.  The  Be- 


noyotiatioD  Boanl  also  established  profit  as  a  percentage  of 
sales  on  individual  contracts  as  the  aeasure  of  profitabili¬ 
ty. 


2.  1  Policy  Stateaent 

The  first  fcraalizei  policy  stateaent  addressing  profit 

appears  to  have  teen  included  in  the  Araed  Services  Procure- 

Qciit  Act  of  1947  which  states  that  for  negotiated  contracts: 

The  fee  for  performing  a  cost-plas-a-fiied-£ee 
contract  for  expcrinental,  developaental,  or  re¬ 
search  work  aay  not  be  aore  than  15X  of  the  esti- 
aated  cost  of  the  contract,  not  including  the  fee. 
Tho  fee  for  petforaing  a  cost-plus-a-fixed-fee 
contract  for  architectural  or  engineering  services 
for  a  public  week  or  utility  plus  the  cost  of 
these  services  to  the  contractor  aay  not  be  aore 
than  6X  of  the  estiaated  cost  of  that  work  or 
project,  not  including  the  fee.  The  fee  for  per- 
feraing  any  other  cost-plus-a-fixed-fee  contract 
aay  not  be  aore  than  10%  of  the  estimated  cost  of 
the  contract,  not  including  the  fee.  Ct :  25i) 

There  were  no  statutory  liaits  placed  on  profits  under  fixed 

price  contracts,  except  as  those  which  nay  have  been  consid¬ 
ered  as  "excessive''  by  the  Benegotiation  Act. 

A  aore  general  profit  policy  statement  also  appeared  in 
tiie  Araed  Services  Procureaent  Regulation  (ASPB)  in  1947  as: 

The  Department  cf  Defense  must  apply  contracting 
{ciicies  and  methods  designed  to  create  an  envi- 
tonaent  in  which  industry  can  realize  profits  on 
defense  business  whxcb  are  high  enough  to  give 
reasonable  assurance  of  long  tern  availability  to 
COD  industrial  support  by  the  best  conpanies  and 


tc  etidLIe  those  defense  coatcactors  to  attr^t 
sufficient  and  borrowed  capital.  fS:  25} 

Durin-j  the  1950*  s,  the  frofit  policy  outlined  in  ASPS  de¬ 
veloped  into  a  narrative  fora  which  lacked  specific  guid- 
eance  on  the  relationsii ip  between  profit  eleaents  to  be  con¬ 
sidered  when  arriving  at  the  appropriate  profit  level  for 
n^j-jotiatod  contracts.  Nine  profit  eleaents  were  identified 
as  : 

1.  Effective  competition; 

t 

2.  Degree  of  risk; 

3.  Nature  of  work  to  be  performed; 

4.  Extent  of  Governaent  assistance; 

5.  Extent  of  contractor's  investaents; 

6.  Character  of  contractor's  business; 

7.  Contractor  perforaance; 

8.  Subcontracting;  and 

9.  Unrealistic  estimates.  ^4:  30) 

li.e  varied  nature  of  those  nine  profit  elements  and  amount 
of  subjectivity  inherent  in  evaluating  each  element  without 
specific  guidelines,  made  the  contracting  personnel's  task 
more  difficult  than  was  necessary.  The  predominant  factor 
wjs  the  "histcricdl  rate”  established  on  previous  contracts, 
ih c  contracting  officers  used  the  above  nine  profit  elements 


7 


o:*ly  to  adjust  profit  rates  to  fit  specific  procureient 
oitaatioiis.  {^8:  27} 

iQdde uacies  in  a  formalizod  profit  policy  continued  and 

bucane  visible  in  the  early  1960 *s.  The  Senate  Coaaittee  on 

Govorniaent  Operations  (also  known  as  the  McClellan  Connit- 

)  ,  while  investigati n<j  a  DOD  aissile  progran,  found  that 

priae  and  sub  contractors  were  pyraniding  profits  and  thus 

wore  being  paid  unearned  profits.  3^  The  results  of 

this  investigation  and  subsequent  publicity  resulted "in  the 

Logistics  Hanageaent  Institute  (IHI)  being  tasked  to  study 

LiOD's  profit  policy.  The  objective  of  this  study  was  to: 

Develop  a  rational,  workable,  unifora  and  egoita*^ 
tie  approach  to  target  profits  which  will  result 
in  a  wider  range  of  profits.  The  study  ains  to 
develop  specific  guidelines  to  assist  contracting 
personnel  in  arriving  at  appropriate  profit  rates 
to  further  national  and  departaental  interests 
utilizing  the  profit  aotive  of  DOD  contractors. 

Qj;  311 

2*  2  Guidelines 

In  August  1963,  the  Depactaont  of  Defense  iapleaented  for 
the  first  tiaie  the  "weighted  guidelines"  approach  by  revis¬ 
ing  the  AraeJ  Services  Prccureaent  Regulation.  (ji  25^ 
Weighted  guidelines  were  a  direct  result  of  the  first  LHI 
study.  [s:  2t}  The  guidelines  were  intended  to  ensure  con- 


:iiu£cation  was  isade  o£  the  relative  value  of  appropriate 
iactots  in  initial  establishooo t  of  a  profit  or  fee  objec¬ 
tive.  The  evaluation  factors  to  be  considered  were: 

1.  Contractor  input  to  total  perforaance; 

2.  Contractual  assuaption  of  contract  cost 
risk  (type  of  contract,  reasonableness  of 
cost  estimates,  difficulty  of  contract 
task)  ; 

3.  Becord  of  contractor  perforaance;  ' 

4.  Selected  factors  (source  of  resources,  spe¬ 
cial  achievement);* 

5.  Special  profit  consideration  (developaenf 
of  military  items  without  Government  assis¬ 
tance).  Ij:  2  5^ 

Although  weighted  guidelines  was  considered  an  improve- 
[u<^M.t  over  prior  methods  and  represented  a  new  method  to  de¬ 
termine  profit,  three  characteristics  basic  to  the  old  sjs- 
toia  reoiaiued  intact.  First,  assignment  of  the  basic  fee 
rate  was  kased  on  the  personal  judgement  of  the  contracting 
oiliicer.  Second,  the  fee  rate  was  based  on  the  estimated 
cost  of  the  contract.  Finally,  the  fee  rates  failed  to  con- 
si  ]or  the  contractor  investment  in  plant  equipment  or  work- 
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iiij  caiiital.  19-2^  Additionally,  ASPH  was  again  re¬ 

vised  to  reflect  the  now  frofit  policy: 

It  is  the  policy  of  the  Oepactaent  of  Defense  to 
utilize  profit  to  stiaulate  efficient  contract 
per f oraaace.. . .  Negotiation  of  wery  low  profits, 
the  use  of  historical  averages  or  the  aatonatic 
application  of  a  predeterained  percentage  to  the 
total  estimated  cost  of  a  product,  does  not  pro¬ 
vide  the  motivation  to  accomplish  such  perform¬ 
ance .  The  profit  objectives  must  be  fitted  to 

the  circumstances  of  the  particular  procurement, 
giving  due  weight  to  each  of  ^e  performance, 
risk,  and  other  tactors.  £7:  25^ 

Weighted  guidelines  drew  mixed  reactions  and  was  the  sub¬ 
ject  of  a  groat  deal  of  study  during  the  1960*s  and  1970 's. 
Concern  existed  over  declining  profits,  low  productivity 
within  defense  industries  and  an  eroding  industrial  basej 
In  analysing  the  results  and  impact  of  weighted  guidelines, 
a  riANL  Corporation  study  in  1969  concluded  that: 

1.  Host  ficts  had  higher  ta coet  fee  rates  af¬ 
ter  introduction  of  the  weighted  guidelines 
approach,  but  average  realized  fee  rates 
("coming-out”  rates)  appear  to  have  re¬ 
mained  uLcut  the  sane. 

2.  The  weighted  guidelines  method  resulted  in 
spreading  the  distribution  of  going-in  tar¬ 
get  fee  rates. 


3.  The  objective  was  achieved,  if  the  goal  if 
the  nethcd  was  to  increase  profit  opportu¬ 
nities,  regardless  of  whether  or  not  they 
were  achieved,  by  providing  higher  levels 
of  target  fees. 

4.  The  goal  was  achieved,  if  the  goal  was  to 
provide  a  wider  distribution  of  average 
fees . 

5.  The  goal  was  not  achieved,  if  the  g(Sal  was 
to  increase  actual  fees,  rather  than  target 
fees. 

6.  Results  appear  to  have  been  nixed  and  oil 

the  whole  unsuccessful,  if  the  goal  was  to 
raise  the  profitability  of  defense  invest¬ 
ee  n  t.  [?;  256-25f| 

It  appears  clear  froo  the  above  discussion,  in  the  author's 
Opinion,  that  the  purpose  and  goals  of  the  weighted  guide¬ 
lines  ap^  reach  were  not  fully  understood. 
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2-3  Profit  76  (gPC  76:33) 

iLt:  last  significaut  £tudy  concerning  profit  and  profit 
policy  was  called  "Profit  *76".  Chartered  in  Nay  1975  by 
the  Assistant  Secretary  of  Defense  for  Installations,  Hil- 
liaffl  P.  Clesents,  an  1  chaired  by  Brigadier  General  Jaaes  W. 
Stanstcrry,  the  goal  was  to  "develop  any  policy  revisions 
considered  necessary  to  encourage  private  investaent  in 
ejuipmcut  and  the  associated  reductions  in  cost."  Jh:  3'^ 
luis  appears  to  he  another  way  of  saying  "reduce  OOD'acgni” 
sition  costs."  The  study  eventually  lead  to  a  change  in  OOD 
rojulations  entitled  Defense  Procurenent  Circular  76-3  (DPC 
7..-3>.  t*.  20]  * 

Assistant  Secretary  elements  and  Brigadier  General  Stans- 
hciry  recegnized  a  need  tc  conduct  research  to  analyze  earn¬ 
ings  and  capital  investments,  deternine  contractors*  profit- 
di/ility  in  loth  defense  and  non-defense  industries,  analyze 
contractor  motivations  leading  to  investnents  designed  to 
increase  productivity  and  lower  cost,  and  finally,  develop 
profit  objectives  designed  to  stop  the  apparent  defense  in¬ 
dustrial  base  erosion.  [j:  23-2^  The  results  of  the  study 
and  DPC  76-3  made  two  major  changes  to  OOD's  profit  policy 
in  the  hopes  cf  raising  tie  level  of  contractor  facility  in- 
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vciitnents  foi;  tbt:  defense  industry.  The  first  BodificatioD 
allowed  the  level  of  facility  investaent  to  be  recognized  by 
the  Governnent  contracting  officer  in  reaching  a  prenegotia¬ 
tion  (.rofit  objective.  Secondly,  it  permitted  the  iapated 
iiitore^t  cost  of  the  contractor's  facility  capital  invest- 
.iient,  do  measuced  in  acccrdance  with  Cost  Accounting  Stan¬ 
dard  414,  to  be  used  as  an  allowable  cost  on  nost  negotiated 
contracts.  (j:  29-3 1] 

In  the  author's  cpinicn,  DPC  76-3  appears  to  ]6e  the 
ground  work  for  the  weighted  guidelines  in  use  today.  Hhile 
there  have  been  additicnal  changes  aade  throughout  the 
years,  they  have  all  been  designed  to  adjust  (increase  oi 
decrease)  weights  assigned  to  various  criteria  used  in  de- 
tocaining  DAC  76-23). 

The  sane  ccncerns  which  existed  in  the  1960 's  and  1970's 
continue  tc  exist  today.  As  RAOR  J.  S.  Sansone,  Jr.,  SC, 
UJh',  indicated  on  12  July  1984,  recent  research  studies  have 
verified: 

1.  An  eroding  defense  industrial  base; 

2.  A  limited  surge/aobilization  capability; 

3.  Capital  investaent  in  the  Defense  segment 


is  low; 


4.  Productivity  yrovth  has  beeo  very  Halted; 

5.  Profit  pcXicy  (OAC  76-23)  has  not  aotivated 
contractors  to  sake  significant  capital  in- 
vestuents; 

6.  There  are  general  aisunderstandings  of  the 
DOD  finance  policy,  both  within  Governaent 
and  the  private  sector. 

According  to  BiDM  Sansone,  the  harsh  realities  experienced 
by  the  U.S.  indust cy  is  that  operating  profits  hdwe  de¬ 
clined  while  cost  of  capital  has  draaatically  increased. 
L 9 1  It  is  obvious  that,  in  the  author's  opinion,  the  current 
prurit  policy  is  not  as  effective  as  originally  intended.  ^ 

3.  CgNTBlCTCE  HOTIYATIOM 

Profit  continued  to  be  the  driving  force  in  contractor 
motivation.  The  Defense  Acguisition  Begulation  (DAB)  stat- 

c  -1 ; 

It  is  the  policy  of  the  Departaent  of  Defense  to 
utilize  profit  to  stiaulate  efficient  contract 
per  for nance.  Profit  generally  is  the  basic  active 
or  business  enterprise.  The  Governaent  and  de¬ 
fense  contractors  should  be  concerned  with  har¬ 
nessing  this  Botive  to  work  for  aore  effective  and 
econonical  contract  perforaance.  3-608. 1*2 


3* 1  Profit  Baxi»ization 


In  addition  to  DOO's  profit  policy,  there  appears  to  be  a 
(jroat  deal  acre  support  to  indicate  that  profit  aaxiaization 
is  the  single  aost  aotivating  factor  for  defense  industries. 
Most  undergraduate  and  graduate  level  econoalcs,  finance  and 
business  courses  are  structured  around  the  principle  that  a 
iiriii's  desire  is  to  aaxiaize  profit.  As  Gerald  T.  Mielsen 
indicated,  "aost  business  oriented  decision  aakers  today 
have  teen  so  ingrained  with  the  principles  of  profit  iaziai- 
zation  that  the  concept  seeas  almost  intuitively  obvious” 

Cs:  22]. 

Under  the  classical  *'|ro£it  maziaization”  assuaption^ 
contractors  are  expected  to  shun  lower  fee  effort  in  favor 
Oil  an  arrangement  that  peraits  higher  profit  potential 
5^.  Dr.  Peter  Drucker,  a  strong  advocate  of  the  classical 
profit  motive,  indicates: 

Production  for  profit  is  the  principle  of  ration¬ 
ality  and  efficiency  on  which  the  corporation  must 
Idse  itself .  And  the  deaand  that  soae  cri¬ 

terion  other  than  profitability  be  used  as  a  de- 
teriinant  of  economic  actions  rests  on  a  aisonder- 
standing  of  the  nature  of  the  econoaic 
process. .....  [j  2 :  231  -2321. 

In  addition,  Julius  Jenes  and  Bussell  Pierre,  in  an  Air 
Force  Institute  cf  Tcchnolcgy  (APIT)  thesis  found  profit  to 


b^‘  the  pciB€  industry  Botlvater.  Profit  Baxiaizatlon  stood 

oit  as  the  sin<jle  aost  ia|crtant  factor  aotivating  the  fifty 

jofecse  industry  firas  surveyed#  vitb  sales  aaxiaization# 

rira  perpetuation#  and  attainaent  of  certain  socioeconoaic 

joals  identified  as  adJiticnal  sub-goals  M. 

Finally#  the  DOO  and  National  Aeronautics  and  Space  id- 

aii.istration  (NASA)  Incentive  Contracting  Guide  states: 

Ihe  profit  motive  is  the  essence  of  incentive  con¬ 
tracting.  Incentive  contracts  utilize  the  drive 
for  financial  gain  under  risk  conditions  'by  ce- 
varding  the  contractor  through  increased  profit 
for  attaining  cest  (and  sonetines  perfornance  and 
schedule)  levels  aore  beneficial  for  the  Govern- 
aent  than  expected  and  by  penalizing  hia  throngb 
reduced  profit  for  less  than  expected  levels  CH: 
1-2) .  ' 

3.2  Extracoptractua 1  Hotives 

Contractors  do  not  necessarily  seek  aaxiaua  profit  on 
c'vory  contract.  There  do  exist  other  notivational  forces# 
sach  as  concerns  for  follow-on  business#  growth  opportuni¬ 
ties#  or  iaproveaent  of  corporate  inage#  These  are  often 
c  tiled  "fcxtr  icontractual  aotiviters"  C?:  19^.  The  0,S. 

Coi&aissioc  ou  Governaent  Frocureaent  indicated  that  "soae- 
tx^es  ext racontractual  influences  aay  operate  in  a  counter¬ 
vailing  aanner  with  the  contractual  objectives  specified  in 


tliti  contidct.  Government  agencies  generally  accept  the  con¬ 
cept  that  these  extracontractual  aotivaters  are  often  beyond 
the  control  of  the  Governaent”  0:  19^.  But  are  they  re¬ 

ally  beyond  our  control?  What  exactly  are  these  eitracon- 
iL actual  motivating  factors  and  cannot  the  Governnent,  once 
identified,  use  them  to  their  own  advantage? 

A  study  conducted  by  the  Logistics  Management  Institate 
(Lhl)  indicated  that: 

There  is  virtually  unanimous  agreement  aaolig  man¬ 
agers  and  analysts  who  have  studied  overall  con¬ 
tractor  motivation  that,  in  the  short  run,  con¬ 
tractor  management  does  sacrifice  short  run  profit 
on  defense  business  in  favor  of  achieving: 

\ 

1.  company  growth, 

2.  increased  share  of  the  industry  mar¬ 
ket, 

3.  a  better  public  image, 

4.  organizational  prestige, 

5.  carry-over  benefits  to  commercial 
business  (commercial  spinoffs), 

6.  greater  opportunity  for  follow-on 
business,  or 

7.  greater  shareholder  expe^atioxvs  for 
future  growth  and  profit  0^! 

Furthermore,  the  LMI  study  indicated  that  a  company  trill  be 
willing  to  accept  a  loss  (or  lower  profit  or  fee)  if  doing 
so  will  provide  an  opportunity  to: 


1.  gain  coi&x'^titiTe  advantage  by  engaging  in 
developmental  effort  in  areas  of  potential 
future  business* 

2.  acquire  or  retain  competent  personnel  in 
scarce  disciplines* 

3.  spread  fixed  costs  over  a  substantially 
broader  Lase*  or 

4.  prevent  a  potential  competitor  from  gaining 

entry  to  the  aarket  (J5:  3^. 

In  suDi&ary*  the  IHI  study  states: 

/ 

Hhether  aanageaent  is  operating  in  the  company's 
interest  or  for  its  own  personal  gain*  it  does  not 
attenpt  to  oaxisize  profit  or  fee  on  individual 
ccntracts.  It  attempts  to  optimize  among  many  ob> 
jectives*  placing  particular  stress  on  those  which 
contribute  most  to  maintaining  or  improving  market 
position  and  assuring  the  future  strength  of  the 
firm.  The  drive  for  profit  is  not  absent*  bat  is 
constrained  by  aims  which  ultimately  are  more  con¬ 
sequential  Q5 :  9]. 

Firms  do  indeed  have  acre  objectives  than  just  profit. 
On  any  given  contract*  a  contractor  could  have  any  of  a  num¬ 
ber  of  objectives  in  mind.  All  other  things  being  equal*  a 
firm  would  tend  to  perform  well  on  a  contract  it  had  just 


oi'jitd.  However,  as  Dr.  Pobert  F.  eilliaas  pointed  out  in  a 
Lxcont  article  entitled  "Sc  Shat  Does  the  Defense  Contractor 
Really  Want?",  a  firm  has,  as  a  higher  order,  its  own  set  of 
objectives  and  is  first  motivated  to  naxiaize  its  own  ben- 
elit-cost  ratio  Qe:  2^.  A  firn  nay  for  example,  find 

this  ratio  higher  for  the  perforoance  of  one  contract  than 
for  a  second  contract  in  its  plant  at  the  expense  of  the 
second,  or  it  aay  find  that  coapleting  a  Governoent  contract 

t 

could  threaten  its  survival. 

Dr.  Slilliatts'  study  indicated  that  Government  personnel 
perceive  the  order  of  importance  of  defense  industrial  con¬ 
tractor  objectives  to  be  [in  the  order  Indicated)  profit  o'n 
sales,  cumpaiiy  survival,  improved  cash  flow,  development  of 
doainant  industry  position,  and  return  on  investment.  These 
Objectives  were  followed  by  company  growth,  providing  a  good 
product,  and  finally  public  image  06:  2^1. 

On  the  ether  hand,  industry  beliefs  about  its  objectives 
Wbio  guite  different.  Industry  personnel  felt  that  provid- 
iiij  a  good  product  was  by  far  the  most  important  objective, 
followed  by  maintaininvj  a  long  term  continuing  business  re¬ 
lationship,  improved  cash  flow,  profit,  and  development  of 
capabilities.  These  were  followed  by  public  image  and 
libally  the  use  of  excess  capacity  TlS:  2^. 


rhi;  author  believes  that  there  should  be  aore  weight 
jiven  to  the  concept  or  public  iaage  as  a  aotivational  tool 
than  either  the  Government  or  contractors  are  willing  to  ac~ 
Cidpt.  Quality  Las  been  neglected  in  American  industry  over 
the  years.  Both  Government  and  industry  are  Just  now  waking 
up  tc  the  need  to  improve  quality.  There  are  a  nuaber  of 
reasons  tor  this,  including:  An  increased  awareness  for  the 
critical  need  to  improve  reliability;  to  be  able  to  coapete 
with  foreign  aaaufacturers;  and  the  eventual  cost  ^savings  * 
tarough  improved  quality  by  reduced  rework  tiae  and  less 
scrap.  This  idea  of  improving  the  "corporate  public  iaage" 
through  impioved  quality  is  also  evidenced  by  Ford  Hotoc 
Cjmpany’s  thewe  of  "Quality  is  Job  1"  and  the  introduction 
of  "Quality  Circles"  into  many  of  the  nation's  industries. 

A ddit icnally,  the  authcr  believes  that  corporate  prestige 
as  a  aotivational  tool  should  also  be  given  increased  con¬ 
sideration,  particularly  when  dealing  with  award  fee  con¬ 
tracts.  Cne  senior  Navy  Department  policy-aaker  suggested 
tr.at  "corporate  iaanagemer. t  views  the  Fee  Deteraination  Offi¬ 
cial  findings  more  as  a  report  card  than  what  the  award  fee 
contributed  to  the  bottom  line."  Another  corporate  officer 
for  a  large  Navy  contractor  confiraed  this  view,  with  soae 


it  iciis,  i  r.  jicd  L  ti.dt  "tho  score,  or  ijCadti,  is  ii»- 
to  uii;  Lul  1  cin’t  soy  that  it’s  more  iaiportant  than 
tht.  sizo  cf  t  h*^  dvari  ftois  the  (award  fee)  pool.” 

In  their  thc^iin,  Aioos^xent  of  Factors  Which  Hotivate 

dll'i  Q2iii£iQi2£^f  Micha.:l  Ja^jarJ  and  iioward  Cartwright  in- 
i^oittd  that  couLractor  ohjoctives  can  be  iiwidel  into  con- 
actual  objcctivor.  and  long  tern  corporate  goals  0.7:  li^. 
ii.ey  indicate  that  tl,e  t  wc  categories  are  related  in  that 
t cclLtctiwe  oh  jectives  cf  performing  all  Government  con- 
tiacts  west  i'tflcct  tlie  overall  long  term  corporate  strat- 
•ij/.  in  addition,  the  fed  lowing  primary  contractual  objec- 
uL  tic  ocvcrniatut  contractor  have  all  been  cited  as 
ii.et  luj.inc..r  oLjoctiwtJS;  Company  growth,  provide  a  good 
.koduct,  dfcVi.loi  iiaw  cKilli',  iarhct  sharo,  guarantee  of  fol- 
1  >»  cn  Wv.th,  '’Bistory  (a  dei^ite  to  control  one's  own  desti- 
.'.y),  rich  dVv,rsion,  saL^juard  proprietary  interests,  utilize 
v.j.Cv^ss  Capacity,  flexibility  to  customer,  and  improved  cash 
flow  (j  7  :  1  -*-1  ^  . 

Jag^aid  and  Cartwrijut  also  identified  three  methods  to 
tne  contractual  oijjectives  of  a  contractor  for  a 
igacific  cciitract.  First,  a  post  performance  review  of  con- 
tv  actual  outcesaes  aiil  aojcciaied  benefits  to  the  contractor 


tc  cox.O'jctcJ.  lahoroi.t  ill  thij  dtiroach  is  the  necessi- 
i]  10  wiit  a  I,  til  i-Ji  f  uii;  ta  i;cc  is  coLj^ieted  to  conduct  the  re¬ 
view.  otcond,  a  list  of  icssiule  contractual  objectives  can 
se  j^rovided  to  the  contractor  who  can  be  re-juested  to  rate 
t-c-  ccxativfc  ittiortanco  or  each  objective  as  it  pertained  to 
r  icoiuiai.ce  on  recent  cofitiacts.  This  "shoppinj  list"  ap- 
i  1.  aacl,  nay  load  to  Liaced  responses.  The  third  method  is 
oinply  to  ask  tho  coj.tractcr  to  list  the  top  three  objec- 
n  Vvs  that  a  firm  ho^-ed  to  attain  by  perforainj  the  contract 


15- l0.  The  author 
iPi-rcach  Kay  occur  if  the 
jn;;  Jo"  by  t-revi  iii..j  tho  xc 


suspects  that  a  weakness  in  this 
contractor  attempts  to  play  "mind 
oLjoctiwos  tlie  contractors  think 


ine  do V'.'r li lo n t  wants  to  l.ear. 

Ihe  a.thcr  wuall  also  like  to  ^-ropose  a  fourth  method  to 
x-toLiij.e  cci-tractar  oiijoctives.  This  method  involves  eval- 
litni'j  t.i*  ccntractor  in  terms  of  his  strengths  and  weak- 
.  j.joCi;,  t  l.c  fcconosic  environment,  the  competitive  enviroa- 
.  i.r  cciitractoi.  operates  in,  as  well  as  the  size  and 

.  .tJti*/  of  »  lie  v^antract at.  Kach  of  tnese  factors  hay  shed 
lij..t  thi  contractors  abjectives  in  terms  of  profit, 
ai  example,  ii  the  basic  economy  is  in  a  recession  with 


iiti/i-l/  Li.jt,  ij..  lay  .sent  iii  the  industry,  a  contractor 


aay  Le  willinj  to  accai-t  a  low«ir  profit  and  put  increased 
ca  coti-oratfe  survival  and  aain tai uj.n<j  his  labor 
1.0  Lce.  Cenversoiy,  poriois  of  econoaic  growth  aay  see  de- 
toi.se  coatractoti.  williaj  to  accept  additional  risks  in  the 
i.o:.^.s  oi  aciiicviiij  iii.jaer  [rofits.  Farais  involved  with  ro- 
soii-cL  a. id  doveiopnont  activities  aiay  see  the  Jevelopnent  of 
I.  j  u  cdi-aa  i  ii  t  ies ,  ui ai  ft  ai i.in.j  a  lorij  tern  i)U.si.noss  relation- 
siiiti  and  est ail ishi  a>j  a  dcmiu.int  industry  position  as  nore 
iaportant  motivaters  tha.n  profit.  Smaller  rictus  may  be  con- 
coti.ad  with  company  survival  rathor  than  profit.  Growing 
.ifss,  on  ti.e  other  iiai.d,  aay  be  more  concerned  with  profit 
ana  intitm  on  investment  than  rapidly  growing  or  oature 
tiiss.  finally,  organizations  with  technically  coapetent  or 
"..itate  of  tilt  ait"  ccutcacts  aay  see  obtaining  a  dominant 
;.  lt^et  posit  icn  as  more  iaportint  than  profit. 

As  P'rjfesscrs  Greer  and  Liio  pointel  out  in  their  paper 
"c  ontrac  tot  iluiigriuess  and  the  Relative  Profitability  of  DOD 
Lri  i  i  ne.ij ,  "  it  is  well  hnewn  that  when  the  econoay  weakens, 
r ‘.juitiu  j  in  a  .jrowth  of  excess  aanuf  acturing  capacity,  real 
i-rices  t^nd  tc  decline  with  weakened  profit  margins.  As  a 
ro.i>ilt,  wlicii  deaiinl  falls,  firas  tend  to  engage  in  vigorous 
price  co.petitioii.  llie  amount  of  profit  reduction  contrac- 


Lj;.':,-.  uio  taiiliiiij  to  docc't  I  should  thort:foLe  bo  inversely  re¬ 
lit  ,1  to  tiit.  docliae  in  ci^dcity  utilization.  Because  the 
lo v«.  t jiue.» t  is  a  ioweriul  Layer,  contractinj  ofiicers  should 
!.  j  -iLlo  tc  tike  aivai.ta*je  of  situations  wiiere  excess  capaci¬ 
ty  jxi.its  tc  drive  "iiar-i  lar gains'*  and  buy  weapons  systeas 
it  iO«c.r  yrUi.it  aiaC'.jins.  C.n^  the  other  hand,  when  the  econ- 
'.u  y  is  srrcr.j  and  there  is  sufficient  coaEercial  and  Govern- 
..„iiL  Ltsxnes.i  to  utilize  tali  capacity,  the  Cover naent  aust 
.,0  wiliinj  tc  yay  the  ccr.tractors  a  profit  rate  which  at 
rvMches  parity  with  the  coBBcrcial  sector.  Otherwise, 
ii.d  istry  veuid  h  ive  no  incentive  to  accept  Governaent  cen- 
t.act.j.  bd:  275]. 

or.  hi  chard  F.  UeKonj  and  Dr.  Daniel  E.  Stray  er  propose 
ti.at  fir.ui.j  are  priuarily  profit  oriented  only  under  econoaic 

CO ;;.i  it ror.s  oi.  lUtc  coapotition  and  then  only  when  there  is 

o.n.'r  control  of  the  rira.  Tiioy  are  proponents  of  other  aq- 
fivatin  j  fcr;cs  such  a^i  ealos,  i-roduction  or  fir  a  perpetu- 
oi  ion  ov*  r  riiddowin-j  i.ta.<iiium  profits  as  a  aotivatiny  force 
[jh-:  ID-0 1. 

r;cMv.nj  and  Strayer  contend  that  the  drive  to  aaxiaize 

proiit.i  IS  diluted  Ly  the  .soparaticn  of  owner  and  aanager. 

r.-c  jOal;.  of  the  decision  Galtn^  luana^ors  aay  be  ^uite  dif- 


li  .  V  i.t  ii  oi'  T  ho  o£  rhe  owners.  While  the  owners  aay 

:i.  .iv.od  L..  au.t  ccncoL'.'iod  liith  aaxiitizifij  their  return  on  in- 
vt.  o  t  !i,ciit ,  ^JLOiit.  □.)  ximi  .:ati.oa  has  been  replaced  among  the 
;-ia  .’.aijtrs  Ly  "profit  sa  ti  Liicing  ,  or  the  desire  to  obtain 
tis  tact  cry  protits.  Manajers  are  held  accountable  for 
.lot'o  tj.a..  just  piofits;  they  are  also  held  responsible  for 
cjs^an^  ,  icd  icticii,  sales,  firo  perpetuation,  eap'loyee  no- 
tan.,  etc.  Because  aar.ajors  cannot  devote  their  full  tine 
to  profit  mdAiitication,  tc  the  exclusion  of  all  other 'goals, 
ti.t  i  ate  tcrcfcd  to  ensure  profits  reach  an  acceptablly  sat- 
Ajtaotory  level,  then  ccnccntrate  on  the  other  competing 
jj.tl.s  (j):  10-3  throujh  lO-loJ  . 

chill  tp  L.  C^pedalii  has  developed  a  hierarchy  of  needs 
tjf  a  coipcration  which  patailols  ttaslow's  hierarchy  of  in- 
tividual  needs.  Just  as  daslow  proposed  that  individuals 
s>.»  K  to  Jatr..j£y  the  most  lasrc  human  needs  first  (physiolog¬ 
ical  needs,  rafety  and  security  needs,  love  ani  belonging 
j.eeJs)  and  then  Seek  sat  refaction  of  higher  needs  (esteem, 
a  fit  act  ta  li  cdticn,  the  i.cv?3  tc  know  and  understand,  and 


-..thetre  M-eJs),  Oppedahi  proposes  that  a  corporation  seeks 
to  satist'i  the  needs  ot  survival,  profit,  growth,  market 
..hate,  and  prestige  (in  t  l.at  order). 


;;U£viwal  A15  t i.t  iao:3t  Lacic  nofei.  Once  the  need  to  be  a 
"joat.y  cancccii"  hac  been  satiaficl,  the  profit  motive  fce- 
caa;es  the  ^-limary  inotivatcr  for  the  corporation.  However, 
j’;:t  a:-.  JtMoiiy  aiiJ  Strayei  discussed  the  concept  of  "profit 
sa t i s f ici ny , "  CppeJahi  coatenls  that  profit  does  not  always 
t  .  latt  to  profit  iiiii:  i  ji  za  t  ion.  Rather,  the  concept  of  "ade- 
iiitt  pLorit"  suffices" 

I  ii  ter  .'S  of  aovfctnsont  contracts,  growth  is  asso¬ 
ciated  with  mote  contracts  and  and  laryer  target 
costs.  Koto  that  with  the  profit  need  satisfied, 
gcoater  size  contracts  become  the  driving  motive, 
dhis  kill  tend  to  explain  why  some  firms  will 
sp-.. nd  to  target  co.st  and  beyond  at  the  expense  of 
d  ihar>.  ratio  less  of  profit.  Tne  other  aspect  of 
growth,  namely  ttchnical  capability,  is  also  very 
important  to  i  defense  contractor.  Most  DOD  con- 
trjcts  ace  labor  intensive  and  highly  technical  in 
Ssopv.  Highly  educated  and  yualified  personnel 
ate  very  important  to  the  growth  of  a  DOD  coatrac- 
tcr,  tltoreforo,  sacrificing  profit  share  may  be 
attiactlve  to  a  ccntractor  relative  to  maintaining 
atl  incroasiiij  ttchuical  competence  £20;  d'Q. 

..  the  and  lihJX  incentive  Contracting  Guide  recog- 

i.iSt'S  till,  profii  iotive  as  tlie  "essence  of  incentive  con- 
it  also  rjcoynizes  that  other  extracontcactual 
f  ictors  can  Le  .aignificait  motivaters  to  the  Defense  cen- 
t.^^..ctor.  li.est  factors  include  growth,  new  product  improve- 
a.  iit  ,  prestige,  improved  public  image,  social  approval,  na- 
tioi.al  .icfoase  .joais,  gctential  for  follow  on  business. 


xce^s  ca^idcities,  increased  ^irofits 


o.L  otti'.r  contracts  tiicouj!  sLtCol  overhead,  and  excelling 
the  sake  CL  cxcfc i ienco.  In  addition,  DOD  "recognizes 
t..  it  coniractors  viill,  jcnerally,  optiiaize,  not  ibaxiBize, 
^.coLif'  U7:  Ai;icudix  3^. 

Kir.alli,  an  his  boon.  Aiiinj^  k  aer  ica:  dow  the  U.S.  Buys 

•  o*  co.it  ends  that: 

Irofit  is  not  a  deienst  contractor's  only  concern 
when  lidding  on  or  conducting  a  developBent  or 
production  ^rograa.  Cc-fense  contracts  are 'sought 
to  cover  pa /roll  and  overhead  costs,  and  to  pro- 
viae  coapany  personnel  with  the  opportunity  to  de¬ 
velop  technical  and  managerial  skills  useful  an 
ccnacrciil  and  defense  business.  O.nce  a  contract 
is  won,  a  coepany  seeks  every  opportunity  to  add 
work  di.d  funis  tc  the  program.  Tht  need  for  fel¬ 
low  cn  work  is  ciuci<»l,  since  (1)  tne  initial  ef¬ 
fort  to  Secure  a  contract  involves  a  large  outlay 
cl  xonoy,  and  (2)  there  is  usually  a  long  time 
la^.s  Lttwcen  contracts  ioc  the  same  weapon  system 
L21:  4671. 


4.  CONCLOSICH 

be  wl.at'e  the  answer?  Is  "jrorit  as  a  motivational  tool" 
iJiv.t  cr  rictioi.r  Ti.o  ans»^,r  a^  pears  to  be  "a  little  of 
•>  j  t  h . "  ;her<.‘  is  no  clear  cut  answer  to  the  question.  While 
Ll  is  clear  that  profit  it;  not  the  only  motivating  force  for 
>o/ern-.>i.t  contractors,  there  are  times  when  profit  would 
ceirainly  bt  the  itiae  rot ivational  tool;  such  as  periods  of 
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ccoccjic  ^iowth  a.i  3i.scaso>_J  earlior.  In  addition, 
i:;  tit  author's  opinion  that  the  DOD  profit  policy 
V  v.yivei  into  whaL  it  is  toJa^  because  it  is  relatively  easy 
..w^r  contracting  officers  to  understand;  wo  have  been  so  "in- 
jraintJ  with  the  principles  of  profit  uaxiiuiza tion  that  the 
;;c6B.s  aliiost  intuitively  obvious. “ 
it  Le  fflOte  dptropriate  to  think  of  profit  as  a  "sa- 

ti..i.ic»r"  rather  than  a  "rotiva ter . "  Contractors  will  cer¬ 
tainly  not  pertoia  w  ithout  a  Certain  profit  level,  lidwever, 
oi  C-.  that  level  of  profit  is  achieved,  they  may  not  increase 
I  n  rroiiiiaiice  with  additional  profits  alone. 

it  is  incuaicnl  upon  the  contraotiUvj  officer  to  recognize 
tn.it  tl’.est;  cktLacon  tract  udi  aotivating  forces  do  in  fact  ex¬ 
ist,.  Tiie  contracting  officer  oust  examine  each  contracting 
si  r  .i.itioi.  carefully  and  attempt  to  deteroine  which  factors 
(in  addirioti  to  ^i^ofit)  will  stisulate  and  aotivate  the  con¬ 
tractor  tc  i;.iprovo  his  perforuance.  The  proper  aotivational 
:.i  'ciianis-u  xust  tlien  he  incerporated  into  the  contract,  and 
t-i.  >  cciitract  pre^u?!'!/  administered  to  ensure  effective  re¬ 
sults. 

It  must  he  reiBoahered  that  industry's  top  rated  objec¬ 
tives  are  to  provide  a  good  product  and  to  maintain  long 
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I  objectives)  are  so  closely  in¬ 
is  difficult  to  rank  one  above  the 
to  have  one  objectivo  without  the 
Ao'ce  all  in  this  business  to  make 
tc  Say  that  profit  is  not  a  priaary 
he  wron^.  But  it  is  not  the  only 
of  course  we  want  to  survive  and 
hout  a  good  reputat'ion  and  adeguate 
cut  of  business.  All  four,  coapany 
i.y  growth,  promoting  the  company's 
d  profit  are  primary  objectives  on 
Gcvcci.aent  contract.  No  one  oMec- 
icrtant  than  the  other  Tl?;  3^. 
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